New Jersey’s BGS Auction |
A Model for the Nation

Internet procurement may be used in other states

By JeanNE M. Fox

ince 2002, the
annual energy
auctions created

and administered by
the New Jersey Board
of Public Utilities
(BPU) have proven to
be an innovative and successful way to
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meet our state’s growing demand for
electricity. We were the first state in the
nation to procure most of its electric
needs through an Internet-based auction
Our successful auction now serves asa
template for other states, and is being
considered for use by our neighbors in
Pennsylvania, Delaware, and Illinois
Moreover, our auction is being lauded
by economists and other industry pro-
fessionals for its efficient allocation and
explicit pricing of risk to market actors
who wish to provide utility service

The development of the New Jersey
auction arose from our early experience
with deregulation. In 1999, our state
legislature passed the Electric Discount
and Energy Competition Act, which
assumed that residential and small-busi-
ness consumers would jump at the
opportunity to choose their electricity
supplier. Many of these customers
however, found little incentive to incur
the cost of becoming an educated
energy consumer. Thus, most remained
“rationally ignorant,” preferring instead
to have someone else choose their energy
supplier for them. Even those few who
. were interested in shopping around
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found little or no savings due to retail
price caps that did not expire until the
summer of 2003

‘We thus were confronted with the
quandary of how to harness the eco-
nomic forces of competition for cus-
tomers who have little incentive to shop
around for their electricity. The BPU
responded by creating the basic genera-
tion service (BGS) auction, which cre-
ated a new market participant—the
wholesale bidder—to purchase energy
on behalf of residential and small com-
mercial customers. The wholesale bid-
der bids to serve a fixed percentages of a
utility’s load (called a “tranche”). The
utility then enters into rolling three-year
contracts with the lowest-cost bidder
The staggering of the auctions helps
mitigate the market-timing effects and
price differences of any particular bid-
ding period

Because energy costs represent a sub-
stantial expense for large commercial
and industrial (C&I) customers (more
than 1,250 kW), they often are moti-
vated to educate themselves regardi

supply choices. Consequently, they
cither must shop for electricity thg

selves by signing bilateral contracts
competitive suppliers, or pay hourl
spot prices in the PJM wholesale
market. In fact, 64 percent of these
customers—about 1,200 accounts—
already have switched to competitively
supplied electricity. This number is even
higher from a load perspective—in

excess of 84 percent. This group has
expanded slowly but steadily over the
past two years.

At the BPU, we are cautiously
aggressive when it comes to expanding
the spectrum of houtly priced cus-
tomers. While accurate price signals
may provide significant economic bene-
fits to individual customers and the sys-
tem as a whole, we also must consider
metering and billing costs, and over-
come any significant educational hur-
dles that might stand in the way
Therefore, we will keep moving for-
ward at a measured, prudent pace on
hourly pricing

Reflections on the BGS Auction
This past February we once again held
two simultaneous, multiple-round auc-
tions. One round was for fixed-price
service to residential and small- and
medium-sized commercial customers

 The other was for hourly priced serv-

ice—for the capacity and ancillary
needs of our state’s larger electric cus-
tomers. The value of this year's con-
tracts was $4.6 billion overall, of which
$3.6 billion was for fixed-price cus-
tomers. These results were averaged
with the two-thirds of electric supply
already under contract from previous
auctions to determine customer rates.
For the fourth consecutive year, our

ncreases in natural-gas wholesale prices
While the price of natural gas has risen
more than 300 percent over the past
five years and by 41 percent over the
past two years alone, the average New
Jersey residential bill has increased a
mere 2.67 percent over that same
two-year period.

The concept of a BGS auction

during 2001-2002. Going from an
integrated, fully regulated
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